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The proposed treaty also contains a detailed limitation on bene-
fits provision to prevent the inappropriate use of the treaty by
third-country residents (Article 22).

The United States and Switzerland have an income tax treaty
currently in force (signed in 1951). The proposed treaty (as supple-
mented by the proposed protocol) is similar to other recent U.S. in-
come tax treaties, the 1996 U.S. model income tax treaty (“U.S.
model”),? and the model income tax treaty of the Organization for
Economic Cooperation and Development (“OECD model”). However,

the proposed treaty and proposed protocol contain certain sub-
stantive deviations from those documents.

3The Treasury Department released the U.S. mode! on September 20, 1996. A 1981 U.S.
model treaty was withdrawn by the Treasury Department on July 17, 1992,



I1. OVERVIEW OF U.S. TAXATION OF INTERNATIONAL
TRADE AND INVESTMENT AND U.S. TAX TREATIES

This overview briefly describes certain U.S. tax rules relating to
foreign income and foreign persons that apply in the absence of a
U.S. tax treaty. This overview also discusses the general objectives
of U.S. tax treaties and describes some of the modifications to U.S.
tax rules made by treaties.

A. U.S. Tax Rules

The United States taxes U.S. citizens, residents, and corpora-
tions on their worldwide income, whether derived in the United
States or abroad. The United States generally taxes nonresident
alien individuals and foreign corporations on all their income that
is effectively connected with the conduct of a trade or business in
the United States (sometimes referred to as “effectively connected
income”). The United States also taxes nonresident alien individ-
uals and foreign corporations on certain U.S.-source income that is
not effectively connected with a U.S. trade or business.

Income of a nonresident alien individual or foreign corporation
that is effectively connected with the conduct of a trade or business
in the United States generally is subject to U.S. tax in the same
manner and at the same rates as income of a U.S. person. Deduec-
tions are allowed to the extent that they are related to effectively
connected income. A foreign corporation also is subject to a flat 30-
percent branch profits tax on its “dividend equivalent amount,”
which is a measure of the effectively connected earnings and profits
of the corporation that are removed in any year from the conduct
of its U.S. trade or business. In addition, a foreign corporation is
subject to a flat 30-percent branch-level excess interest tax on the
excess of the amount of interest that is deducted by the foreign cor-
poration in computing its effectively connected income over the
amount of interest that is paid by its U.8. trade or business.

U.S.-source fixed or determinable annual or periodical income of
a nonresident alien individual or foreign corporation (including, for
example, interest, dividends, rents, royalties, salaries, and annu-
ities) that is not effectively connected with the conduct of a U.S.
trade or business is subject to U.S. tax at a rate of 30 percent of
the gross amount paid. Certain insurance premiums earned by a
nonresident alien individual or foreign corporation are subject to
U.S. tax at a rate of 1 or 4 percent of the premiums. These taxes
generally are collected by means of withholding.

Specific statutory exemptions from the 30-percent withholding
tax are provided. For example, certain original issue discount and
certain interest on deposits with banks or savings institutions are
exempt from the 30-percent withholding tax. An exemption also is
provided for certain interest paid on portfolio debt obligations. In
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addition, income of a foreign government or international organiza-
tion from investments in U.S. securities is exempt from U.S. tax.

U.S.-source capital gains of a nonresident alien individual or a
foreign corporation that are not effectively connected with a U.S.
trade or business generally are exempt from U.S. tax, with two ex-
ceptions: (1) gains realized by a nonresident alien individual who
is present in the United States for at least 183 days during the tax-
abfe year, and (2) certain gains from the disposition of interests in
U.S. real property. ' ' '

Rules are provided for the determination of the source of income.
For example, interest and dividends {)aid by a U.S. citizen or resi-
dent or by a U.S. corporation generally are considered U.S.-source
income. Conversely, dividends and interest paid by a foreign cor-
poration generally are treated as foreign-source income. g;ecial
rules apply to treat as foreign-source income (in whole or in part)
interest paid by certain U.S. corporations with foreign businesses
and to treat as U.S.-source income (in whole or in part) dividends
paid by certain foreign corporations with U.S. businesses: Rents
and royalties paid for the use of property in the United States are
considered U.S.-source income. _

Because the United States taxes U.S. citizens, residents, and cor-
porations on their worldwide income, double taxation of income can
arise when income earned abroad by a U.S. person is taxed by the
country in which the income is earned and also by the United
States. The United States seeks to mitigate this double taxation
generally by allowing U.S. persons to credit foreign income taxes
paid against the U.S. tax imposed on their foreign-source income.
A fundamental premise of the foreign tax credit is that it may not
offset the U.S. tax liability on U.S.-source income. Therefore, the
. foreign tax credit provisions contain a limitation that ensures that
the foreign tax credit offsets only the U.S. tax on foreign-source in-
come. The foreign tax credit limitation generally is computed on a
worldwide basis (as opposed to a “per-country” basis). The limita-
tion is applied separately for certain classifications of income. In
addition, a special limitation applies to the credit for foreign taxzes
imposed on foreign oil and gas extraction income.

For foreign tax credit purposes, a U.S. corporation that owns 10
percent or more of the voting stock of a foreign corporation and re-
ceives a dividend from the foreign corporation (or is otherwise re-
quired to include in its income earnings of the foreign corporation)
is deemed to have paid a portion of the foreign income taxes paid
by the foreign corporation on its accumulated earnings. The taxes
deemed paid by the U.S. corporation are included in its total for-
eign taxes paid and its foreign tax credit limitation calculations for
the year the dividend is received.

B. U.S. Tax Treaties_.

The traditional objectives of U.S. tax treaties have been the
avoidance of international double taxation and the prevention of
tax avoidance and evasion. Another related objective of U.S. tax
treaties is the removal of the barriers to trade, capital flows, and
commercial travel that may be caused by overlapping tax jurisdic-
tions and by the burdens of complying with the tax laws of a juris-
diction when a person’s contacts with, and income derived from,



6

that jurisdiction are minimal. To a large extent, the treaty provi-
sions designed to carry out these objectives supplement U.S. tax
law provisions having the same objectives; treaty provisions modify
the generally applicable statutory rules with provisions that take
into account the particular tax system of the treaty partner.

The objective of limiting double taxation generally is accom-
plished in treaties through the agreement of each country to limit,
in specified situations, its right to tax income earned from its terri-
tory by residents of the other country. For the most part, the var-
ious rate reductions and exemptions agreed to by the source coun-
try in treaties are premised on the assumption that the country of
residence will tax the income at levels comparable to those imposed
by the source country on its residents. Treaties also provide for the
elimination of double taxation by requiring the residence country
to allow a credit for taxes that the source country retains the right
to impose under the treaty. In addition, in the case of certain types
of income, treaties may provide for exemption by the residence
country of income taxed by the source country.

Treaties define the term “resident” so that an individual or cor-
poration generally will not be subject to tax as a resident by both
the countries. Treaties generally provide that neither country will
tax business income derived by residents of the other country un-
less the business activities in the taxing jurisdiction are substantial
enough to constitute a permanent establishment or fixed base in
that jurisdiction. Treaties also contain commercial visitation ex-
emptions under which individual residents of one country perform-
ing personal services in the other will not be required to pay tax
in that other country unless their contacts exceed certain specified
minimums (e.g., presence for a set number of days or earnings in
excess of a specified amount). Treaties address passive income such
as dividends, interest, and royalties from sources within one coun-
try derived by residents of the other country either by providing
that such income is taxed only in the recipient’s country of resi-
dence or by reducing the rate of the source country’s withholding
tax imposed on such income. In this regard, the United States
agrees in its tax treaties to reduce its 30-percent withholding tax
(or, in the case of some income, to eliminate it entirely) in return
for reciprocal treatment by its treaty partner.

In its treaties, the United States, as a matter of policy, generally
retains the right to tax its citizens and residents on their world-
wide income as if the treaty had not come into effect. The United
States also provides in its treaties that it will allow a credit against
U.S. tax for income taxes paid to the treaty partners, subject to the
various limitations of U.8. law.

The objective of preventing tax avoidance and evasion generally
is accomplished in treaties by the agreement of each country to ex-
change tax-related information. Treaties generally provide for the
exchange of information between the tax authorities of the two
countries when such information is necessary for carrying out pro-
visions of the treaty or of their domestic tax laws. The obligation
to exchange information under the treaties typically does not re-
quire either country to carry out measures contrary to its laws or
administrative practices or to supply information that is not obtain-
able under its laws or in the normal course of its administration
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" or that would reveal trade secrets or other information the disclo-
sure of which would be contrary to public policy. The Internal Rev-
enue Service (the “IRS”), and the treaty partner’s tax authorities,
also can request spec1ﬁc tax information from a treaty partner
This can include information to be used in a criminal investigation
or prosecution.

Administrative cooperation between countnes is enhanced fur-
ther under freaties by the inclusion of a “competent authority”
mechanism to resolve double taxation problems arising in individ-
ual cases and, more generally, to facilitate consultatlon between
tax officials of the two governments.

Treaties generally provide that neither country may subject na-
tionals of the other country (or permanent establishments of enter-
prises of the other country) to taxation more burdensome than that
it imposes on its own nationals {(or on its own enterprises). Simi-
larly, in general, neither treaty country may discriminate against
enterprises owned by residents of the other country.

At times, residents of countries that do not have income tax trea-
ties with the United States attempt to use a treaty between the
United States and another country to avoid U.S. tax. To prevent
third-country residents from obtaining treaty benefits intended for
treaty country residents only, treaties generally contain an “anti-
treaty shopping” provision that is designed to limit treaty henefits
to bona fide residents of the two countries.



III. EXPLANATION OF PROPOSED TREATY AND
PROPOSED PROTOCOL

A detailed, article-by-article explanation of the proposed treaty
between the United States and Switzerland, as supplemented by
the proposed protocol, is presented below. The United States and
Switzerland also exchanged notes with an attached Memorandum
of Understanding on October 2, 1996 to provide clarification with
respect to the application of the proposed treaty. In the explanation’
below, the understandings and interpretations reflected in the
Memorandum of Understanding are covered together with the rel-
evant articles of the proposed treaty. : :

Article 1. Personal Scope

The personal scope article describes the persons who may claim
the benefits of the proposed treaty. The proposed treaty generally
applies to residents of the United States and residents of Switzer-
land. However, other articles of the proposed treaty provide for spe-
cific expansions of this scope to persons that are residents of nei-
ther the United States nor Switzerland for purposes of such arti-
cles (e.g., Article 24 (Non-Discrimination) an(i) Article 26 (Exchange
of Information)). The determination of whether a person is a resi-
dent of the United States or Switzerland is made under the provi-
sions of Article 4 (Resident). :

Like all U.S. income tax treaties, the proposed treaty is subject
to a “saving clause.” The saving clause in the proposed treaty is
drafted unilaterally to apply only to the United States. Under this
clause, with specific exceptions described below, the proposed trea-
ty is not to affect the U.S. taxation of its residents or its citizens.
By reason of this saving clause, unless otherwise specifically pro-
vided in the proposed treaty, the United States will continue to tax
its citizens who are residents of Switzerland as if the treaty were
not in force. Similarly, the United States will continue to tax per-
sons that are treated as U.S. residents under U.S. tax law as if the
treaty were not in force, unless such persons are treated as resi-
dents of Switzerland under the treaty tie-breaker rules governing
dual residents provided in Article 4 (Resident). The term “resi-
de?ts” includes corporations and other entities as well as individ-
uals.

The proposed treaty contains a provision under which the saving
clause (and therefore the U.S. jurisdiction to tax) applies to former
U.S. citizens. Under the U.S. model, the saving clause applies to
both former citizens and former long-term residents. The Internal
Revenue Code provides special rules for the imposition of U.S. in--
come tax on former U.S. citizens for a period of ten years following
their loss of U.S. citizenship. The Health Insurance Portability and
Accountability Act of 1996 extended the special income tax rules
for former U.S. citizens to apply also to certain former long-term

(8)
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residents of the United States. The proposed treaty provision re-
flects the reach of the U.S. tax jurisdiction pursuant to these spe-
cial rules prior to its extension to former U.S. long-term residents.
Accordingly, the saving clause in the proposed treaty does not per-
mit the United States to impose tax on former U.S. long-term resi-
dents who otherwise would be subject to the special income tax
rules contained in the Code.

Exceptions to the saving clause are provided for the following
benefits conferred by the United States pursuant to the proposed
treaty: the provision for correlative adjustments to the profits of an
enterprise following an adjustment by Switzerland of the profits of
a related enterprise (Article 9, paragraph 2); the coordination of the
timing of gain recognition with respect to certaim cross-border
transactions (Article 13, paragraphs 6 and 7); the provisions for re-
lief from double taxation (Article 23); the non-diserimination rules
(Article 24); and the mutual agreement procedures (Article 25).
These exceptions to the saving clause allow the provision of the
enumerated benefits to citizens and residents of the United States,
without regard to U.S. internal law. ‘ S o

In addition, exceptions from the saving clause are provided for
certain benefits conferred by the United States pursuant to the pro-
posed treaty, but only in the case of an individual who neither is
a U.S. citizen nor has immigrant status in the United States.
Under this rule, the specified benefits under the proposed treaty
are available to an individual who spends enough time in the Unit-
ed States to be taxed as a U.S. resident under Code section
7701(b), provided that the individual has not acquired U.S. immi-
grant status (i.e., is not a green-card holder). The following benefits
are subject to this rule: the exemption from U.S. tax on compensa-
tion from government service to Switzerland (Article 19, para-
graphs 1 and 2); the exemption from U.S. tax on certain income re-
ceived by temporary visitors who are students or trainees (Article
20); the special rules applicable to diplomatic agents and consular
officers (Article 27); and the exemption from U.S. tax on certain
contributions to a pension or other retirement arrangement (Article
28, paragraph 4).

Article 2. Taxes Covered

The proposed treaty generally applies to the income taxes of the
United States and Switzerland. As discussed below, the proposed
treaty specifies the particular covered taxes of each country. How-
ever, the non-disecrimination rules of Article 24 apply to taxes of all
kinds imposed by either country or its political subdivisions or local
authorities.

In the case of Switzerland, the proposed treaty, like the present
treaty, covers the federal, cantonal, and communal taxes on in-
come. The proposed treaty applies to such income taxes regardless -
of whether they are imposed on total income, earned income, in-
come from property, business profits, or some other measure of in-
coz?e. The proposed treaty does not cover any Swiss taxes on cap-
ital.

In the case of the United States, the proposed treaty, like the
present treaty, applies to the Federal income taxes imposed by the
Code. The protocol contains a specific exclusion for U.S. social secu-
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rity taxes (but not for the income taxes on social security benefits).
Like the U.S. model and the present treaty, but unlike some other
U.S. income tax treaties in force, the proposed treaty applies to the
accumulated earnings tax and the personal holding company tax.
In addition, the proposed treaty applies to the U.S. excise taxes im-
posed on insurance premiums paid to foreign insurers and the U.S.
excise tax imposed with respect to private foundations. The present
treaty does not apply to any excise taxes.

The proposed treaty applies to the excise taxes on insurance pre-
miums paid to foreign insurers only to the extent that the risks
covered by such premiums are not reinsured with a person that is
not entitled to an exemption from such taxes either under the pro-
posed treaty or under any other treaty. Because the insurance ex-
cise taxes are covered taxes under the proposed treaty, Swiss insur-
ers generally are not subject to the U.S. excise taxes on insurance
premiums for insuring U.S. risks. The excise taxes continue to
apply, however, when a Swiss insurer reinsures a policy it has
written on a U.S. risk with a foreign reinsurer that is not entitled
to a similar exemption under this or a different tax treaty. Because
the present treaty does not cover excise taxes, the U.S. insurance
excise taxes may be imposed on Swiss insurers under the present
treaty.

The proposed treaty also contains a provision generally found in
U.S. income tax treaties (including the present treaty) that applies
the treaty to any identical or substantially similar taxes that either
country may subsequently impose. The proposed treaty obligates
the competent authority of each country to notify the competent au-
thority of the other country of any significant changes in its inter-
nal tax laws. Unlike the U.S. model, the proposed treaty does not
specifically obligate the competent authorities to notify each other
of significant changes in other laws affecting their obligations
under the proposed treaty or of any official published material re-
garding the application of the proposed treaty.

Article 3. General Definitions

This article provides definitions of terms used in the proposed
treaty that apply for all purposes of the proposed treaty, unless the
context requires otherwise. These definitions generally are consist-
ent with the definitions contained in the U.S. model. In addition,
cert&ain terms are defined in the articles in which such terms are
used. ST

The term “person” includes an individual, a partnership, a com-
pany, an estate, a trust and any other body of persons. A “com-
pany” is any body corporate or any entity which is treated as a
body corporate for tax purposes under the laws of the country in
which it is organized. .

An “enterprise of a Contracting State” is defined as an enterprise
carried on by a resident of that country. Similarly, an “enterprise
of the other Contracting State” is defined as an enterprise carried
on by a resident of the other Contracting State. The proposed trea-
ty does not define the term “enterprise.” The Technical Explanation
states that it is understood to mean any activity or set of activities -
that constitutes a trade or business. R
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In the case of the United States, the term “national” means U.S.
citizens and all legal persons, partnerships, and associations deriv-
ing their status as such from the laws in force in the United States.
In the case of Switzerland, the term “national” meaps all individ-
uals possessing Swiss nationality and all legal persons, partner-
ships, and associations deriving their status as such from the laws
in force in Switzerland.

The term “international traffic” meang any transport by a ship
or aircraft, other than transport solely between two points within
the other country. The Treasury Department’s Technical Expla-
nation (hereinafter referred to as the “Technical Explanation™
states that transport that constitutes international traffic includes
any portion of the transport that is between two points within the
other country, even if the internal portion of the transport involves
a transfer to a land vehicle or is handled by an independent con-
tractor (provided that the original bills of lading include such por-
tion of the transport).

The Swiss competent authority is the Director of Federal Tax Ad-
ministration or his authorized representative. The U.S. competent
authority is the Secretary of the Treasury or his delegate. In fact,
the U.S. competent authority function has been delegated to the
Commissioner of Internal Revenue, who has redelegated the au-
thority to the Assistant Commissioner (International) of the IRS.
On interpretative issues, the latter acts with the concurrence of the
Associate Chief Counsel (International) of the IRS. '

The term “Switzerland” means the Swiss Confederation. -

The term “United States” means the United States of America,
but does not include Puerto Rico, the Virgin Islands, Guam or any
other U.S. possession or territory.

The proposed treaty also provides that, unless the context other-
wise requires or the competent authorities of the two countries
agree to a common meaning, all terms not defined in the treaty are
to have the meanings which they have under the tax laws of the
country whose tax is being applied. The Technical Explanation
states that a meaning of a term provided under the tax laws of a
country will take precedence over a meaning of such term under
other laws of the country.

Article 4. Resident

The assignment of a country of residence in a treaty is important
because the benefits of the treaty generally are available only to a
resident of one of the treaty countries as that term is defined in
the treaty. Furthermore, double taxation often is avoided by the as-
signment of a single treaty country as the country of residence
when, under the internal laws of the treaty countries, a person is
a resident of both. The present treaty does not include a definition
of “resident.”

Under U.S. law, residence of an individual is important because
a resident alien is taxed on worldwide income, while a nonresident
alien is taxed only on certain U.S. source income and on income
that is effectively connected with a U.S. trade or business. An indi-
vidual who spends substantial time in the United States in any
year or over a three-year period generally is treated as a U.S. resi-
dent (Cede sec. 7701(b)). A permanent resident for immigration
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purposes (i.e., a green-card holder) also is treated as a U.S. resi-
dent. Under the Code, a company is domestic, and therefore tax-
able on its worldwide income, if it is organized in the United States
or under the laws of the United States, a State, or the District of
Columbia.

The proposed treaty generally defines the term “resident of a
Contracting State” to mean any person who, under the laws of that
country, is liable to tax therein by reason of his or her domicile,
residence, nationality, place of management, place of incorporation,
or any other criterion of a similar nature. Although citizenship is
not specified as a criterion of residence, nationality is so specified
and is defined in Article 3 (General Definitions) to mean citizenship
in the case of the United States.

A U.S. citizen or green-card holder who is not a resident of Swit-
zerland is treated as a U.S. resident under the proposed treaty only
if the individual has a substantial presence, permanent home, or
habitual abode in the United States. Unlike under the U.S. model,
citizenship alone does not establish residence. As a result, U.S. citi-
zens residing overseas are not necessarily entitled to the benefits
of the proposed treaty as U.S. residents. In the case of a U.S. citi-
zen or green-card holder who is also a resident of Switzerland, such
individual’s residence is determined under the treaty tie-breaker
rule deseribed below.

The protocol provides that if a Swiss resident makes an election
to be treated as a U.S. resident in order to file a joint U.S. income
tax return with his or her spouse (who is a U.S. citizen or resi-
dent), such individual will continue to be treated as a resident of
Switzerland, but also will be subject to tax as a U.S. resident. Ac-
cordingly, such an individual will be treated under the proposed
greaty in the same manner as a U.S. citizen who is a Swiss resi-

ent.

The government of a treaty country, a political subdivision or
local authority thereof, or any agency or instrumentality of such
government, subdivision, or authority is considered to be a resident
of that country. The Memorandum of Understanding provides that
it is understood that the term “government” includes any body that
constitutes a governing authority of a treaty country or political
subdivision, provided that the net earnings of the governing au-
thority are credited to its own account or other accounts of the
treaty country or political subdivision and no portion of such net
earnings inure to the benefit of any private person. The Memoran-
dum of Understanding further provides that the term “government”
includes a corporation that is not engaged in commercial activities
and that is wholly owned directly or indirectly by a treaty country
or political subdivision; however, this rule applies only if the cor-
poration is organized under the laws of the treaty country or politi-
cal subdivision, its earnings are credited to its own account or to
an account of the treaty country or political subdivision, and its as-
sets vest in the treaty country or political subdivision upon dissolu-
tion. Finally, the Memorandum of Understanding provides that the
term “government” includes a pension trust of a treaty country or
political subdivision that does not engage in commercial activities
and that is established and operated exclusively to provide pension
benefits to employees or former employees of the treaty country or
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political subdivision. This is consistent with the definition con-
tained in Code section 892. : o

Special rules apply to treat as residents of a treaty country cer-
“tain organizations that generally are exempt from tax in that.cotn-
try. Under these rules, pension trusts and any other organizations
established in a treaty country and maintained exclusively to ad-
minister or provide pensions, retirement or employee benefits are
treated as residents of such country if they are established or spon-
sored by a person resident in such country. Similarly, non-profit or-
ganizations established and maintained in a treaty country for reli-
gious, charitable, educational, scientific, cultural, or other public
purposes are treated as residents of such country.

A special rule also is provided for partnerships, estates and
trusts. A partnership, estate, or trust is treated as a resident of a
treaty country only to the extent that income derived by such en-
tity is subject to tax, either in the entity’s hands or in the hands
of its partners or beneficiaries, in such country in the same manner
as incoine of a resident of the country. o

The term “resident of a Contracting State” does not include any
person who is liable to tax in that country in respect only of income
from sources in that country. ' A

The proposed treaty provides a set of “tie-breaker” rules to deter-
mine residence in the case of an individual who, under the basic
residence rules, would be considered to be a resident of both coun-
tries. Such a dual resident individual is deemed to be a resident
of the country in which he or she has a permanent home available.
If the individual has a permanent home in both countries, the indi-
vidual’s residence is deemed to be the country with which his or
her personal and economic relations are closer (i.e., the “center of
vital interests”). If the country in which the individual has his or
her center of vital interests cannot be determined, or if the individ-
ual does not have a permanent home available in either country,
such individual is deemed to be a resident of the country in which
'he or she has an habitual abode, If the individual has an habitual
abode in both countries or in neither country, the individual is
deemed to be a resident of the country of which he or she is a na-
‘tional. If the individual is a national of both countries or neither
‘country, the competent authorities of the countries are to settle the
-question of residence by mutual agreement. :

In the case of an entity that would be considered to be a resident
of both countries under the basic treaty definition, the proposed
treaty provides that the entity is treated as a resident of one of the
treaty countries only if and to the extent the competent authorities
so agree. If the competent authorities are unable to reach such an
agreement, the entity generally will be ineligible for benefits under
‘the proposed treaty. This issue may be submitted for arbitration
under the rules specified in Article 25 (Mutual Agreement Proce-
dure). In this regard, the proposed treaty is similar to some exist-
ing U.S. treaties, but dissimilar to the U.S. model, which does not
specify that treaty benefits will be denied in cases where the com-
petent authorities cannot agree. S i

Under the proposed treaty, an individual who otherwise would be
treated as a Swiss resident will not be so treated for purposes of
the proposed treaty if the individual elects not to be subject to the

43-751 = 97 - 2
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generally applicable Swiss income taxes with respect to all U.S.-
source income. This rule applies to alien residents of Switzerland
who elect to be taxed under an alternative regime available in
Switzerland instead of under the generally-applicable Swiss income
tax. :

Article 5. Permanent Establishment

The proposed treaty contains a definition of the term “permanent
establishment” that generally follows the pattern of other recent
U.S. income tax treaties, the U.S. model, and the OECD model.

The permanent establishment concept is one of the basic devices
used in income tax treaties to limit the taxing jurisdiction of the
host country and thus to mitigate double taxation. Generally, an
enterprise that is a resident of one country is not taxable by the
other eountry on its business profits unless those profits are attrib-
utable to a permanent establishment of the resident in the other
country. In addition, the permanent establishment concept is used
to determine whether the reduced rates of, or exemptions from, tax
provided for dividends, interest, and royalties apply or whether
those amounts are taxed as business profits. ' s

In general, under the proposed treaty, a permanent establish-
ment is a fixed place of business through which an enterprise car-
ries on business in whole or in part. A permanent establishment
includes (but is not limited to) a place of management, a branch,
an office, a factory, a workshop, a mine, an oil or gas well, a quar-
ry, or any other place of extraction of natural resources. It also in-
cludes any building site or construction or installation project, or
an installation or drilling rig or ship used for the exploration or de-
velopment of natural resources, if it lasts for more than 12 menths.
The Technical Explanation states that the 12-month test applies
separately to each site or project, but that projects that are com-
mercially and geographically interdependent are to be treated as a
single project. The Technical Explanation further states that if the
12-month threshold is exceeded, the site or project is treated as a
permanent establishment from the first day of activity.

Notwithstanding this general definition of a permanent estab-
lishment, the proposed treaty provides that the following specified
activities do not constitute a permanent establishment: the use of
facilities solely for storing, displaying, or delivering goods or mer-
chandise belonging to the enterprise; the maintenance of a stock of
goods or merchandise belonging to the enterprise solely for storage,
display, or delivery or solely for processing by another enterprise;
the maintenance of a fixed place of business solely for the purchase
of goods or merchandise or the collection of information for the en-
terprise; the maintenance of a fixed place of business solely for the
purpose of carrying on, for the enterprise, advertising, the supply
of information, scientific research, or other activities of a pre-
paratory or auxiliary character. The proposed treaty provides that
the maintenance of a fixed place of business solely for any combina-
tion of these activities does not constitute a permanent establish-
ment, provided that the overall activity resulting from such com-
bination is of a preparatory or auxiliary character. In contrast, the
U.S. model provides that such a combination of activities does not
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give rise to a permanent establishment without regard to whether
the combination is of a preparatory or auxiliary character.

If a person, other than an independent agent, is acting on behalf
of an enterprise and has and habitually exercises in a country the
authority to conclude contracts in the name of an enterprise, the
enterprise generally will be deemed to have a permanent establish-
ment in that country in respect of any activities that person under-
takes for the enterprise. This rule does not apply where the activi-
ties of such person is limited to those activities described above,
such as storage, display, or delivery of merchandise, which do not
constitute a permanent establishment.

The proposed treaty further provides no permanent establish-
ment is deemed to arise based on an agent’s activities if the agent .
is a broker, general commission agent, or any other agent of inde-
pendent status acting in the ordinary course of its business. The
Technical Explanation states that an independent agent is one that
is both legally and economically independent of the enterprise.
Whether an agent and an enterprise are independent depends on
the facts and circumstances of the particular case. S

The fact that a company that is resident in one country controls
or is controlled by a company that is a resident of the other coun-
try, or that carries on business in that other country, does not of
itself cause either company to be a permanent establishment of the
other. ‘ o : :
Article 6. Income from Real Property

This article covers income, but not gains, from real property. The
rules covering gains from the sale of real property are contained in
Article 14 (Gains). .

Under the proposed treaty, income derived by a resident of one
country from real property situated in the other country may be
taxed in the country where the real property is situated. Income
from real property includes income from agriculture or forestry.
The country in which the real property is situated is not, however,
granted an exclusive right to tax the income derived from the real
property; such income also may be taxed in the recipient’s country
of residence. X ’ ' '

The term “real property” generally has the meaning that it has
under the law of the country in which the property in question is
situated. In the case of the United States, the term “real property”
is defined in Treas. Reg. sec. 1.897-1(b). However, like the OECD
model, the proposed treaty specifies that the term includes prop-
erty accessory to real property, livestock and equipment used in ag-
riculture and forestry, rights with respect to which the law of land-
ed property applies, usufruct of real property, and rights to pay-
ment with respect to the working of mineral deposits and other
natural resources.- The proposed treaty further specifies that ships
and aircraft do not constitute real property. o

The country in which real property is situated may tax income
derived from the direct use, letting, or use in any other form of
such property. The rules of this article allowing source country tax-
ation also apply to income from real property of an enterprise and
to income from real property used for the performance of independ-
ent personal services. Accordingly, income from real property may
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be taxed by the country in which it is situated even though such
income is not attributable to a permanent establishment or fixed
base in such country.

The proposed treaty provides residents of a country that are tax-
able in the other country on income from real property situated in
the other country with an election, subject to the procedures of the
domestic law of the country in which the property is situated, to
be taxed by the other country on such income on a net basis as if
such income were attributable to a permanent establishment or
fixed base. Such election is binding for taxable years as provided
by the domestic law of the country in which the property is located.
U.S. internal law provides such a net-basis election in the case of
income of a foreign person from U.S. real property (Code secs.
871(d) and 882(d)). ce

Article 7. Business Profits

U.S. internal law o o

U.8. law distinguishes between the U.S. business income and
other U.S. income of a nonresident alien or foreign corporation. A
nonresident alien or foreign corporation is subject to a flat 30-per-
cent rate (or lower treaty rate) of tax on certain U.S. source income
if that income is not effectively connected with the conduct of a
trade or business within the United States. The regular individual
or corporate rates apply to income (from any source) which is effec-
tively connected with the conduct of a trade or business within the
United States. ‘

The treatment of income as effectively connected with a U.S.
business depends upon whether the source of the income is U.S. or
foreign. In general, U.S.-source periodic income (such as interest,
dividends, and rents) and U.S.-source capital gains are effectively
connected with the conduct of a trade or business within the Unit-
ed States'if the asset generating the income is used in, or held for
use in, the conduct of the trade or business or if the activities of
the trade or business were a material factor in the realization of
the income. All other U.S.-source income of a person engaged in a
trade or business in the United States is treated as effectively con-
nected with the conduct of a trade or business in the United States.

Foreign source income generally is treated as effectively con-
nected income only if the foreign person has an office or other fixed
place of business in the United States and the income is attrib-
utable to that place of business. Only three types of foreign source
income are considered to be effectively connected income: Fents and
royalties for the use of certain intangible property derived from the
active conduct of a U.S. business; certain dividends and interest ei-
ther derived in the active conduct of a banking, financing or similar
business in the United States or received by a corporation the prin-
cipal business of which is trading in stocks or securities for its own
account; and certain sales income attributable to a U.S. sales office.
Special rules apply in the case of insurance companies.

Any income or gain of a foreign person for any taxable year that
is attributable to a transaction in another taxable year is treated
as effectively connected with the conduct of a U.S. trade or busi-
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ness if it would have been so treated had it been taken into account
in that other taxable year (Code sec. 864{c)(6)). ‘

Proposed treaty limitations on internal law .

Under the proposed treaty, business profits of an enterprise of
one country are taxable in the other country only to the extent that
they are attributable to a permanent establishment in the other
country through which the enterprise carries on business. . =

The taxation of business profits under the proposed treaty differs
from U.S. rules for taxing business profits primarily by requiring
more than merely being engaged in a trade or business before a
country can tax business profits and by substituting an “attrib-
utable to” standard for the Code’s “effectively connected” standard.
Under the Code, all that is necessary for effectively connected busi-
ness profits to be taxed is that a trade or business be carried on
in the United States. ' & T

The present treaty provides that if a Swiss enterprise has a per-
manent establishment in the United States, the United States may
-tax all the U.S.-zource income of the permanent establishment. The
proposed treaty eliminates this “force of attraction” rule. On the
other hand, unlike the present treaty, the proposed treaty permits
the United States to tax certain non-U.S.-source income of a per-
manent establishment of a Swiss enterprige, i WA LA
- Under the proposed treaty, the business profits of a permanent
establishment are determined on an arm’s-length basis. The pro-
posed treaty provides that the business profits attributed to a per-
manent establishment are determined based on the profits it would
make if it were a distinct and independent enterprise engaged in
the same or similar activities under the same or similar conditions.
The proposed treaty further provides that the business profits to be
attributed to the permanent establishment include only the profits
derived from the assets or activities of the permanent establish-
ment. The proposed treaty is consistent with the U.S. model and
o